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General Business Conditions 


HE outlook for industrial activity and 

employment at the present time would 

be considered very satisfactory if the 

menace of coal shortage could be re- 

moved and the Chrysler strike ended. 
Despite a few soft spots, January business on 
the whole has been good, and with the backlogs 
carried over from the old year most industries 
have orders on hand or in prospect to warrant 
high operations for some time to come. The trend 
of the production indexes is upward, except as 
strikes may interfere; in Deeember the Federal 
Reserve Board’s index was 178 (1935-39 = 100), 
a rise of 12 points over the steel strike low in 
October. When the January figures are in they 
are expected to show another gain. 





A feature of the month’s news has been the 
heavy buying at the seasonal merchandise shows, 
particularly in furniture and household goods. 
The demand for goods of this kind illustrates 
several influences which are at work in the gen- 
eral situation. First, it shows a greater confidence 
in the Spring outlook than was generally felt a 
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year ago. Second, it reflects improved market 
positions, due to curtailment of output and re- 
duction of inventories in 1949, and sustained 
consumer buying power. Finally, it demonstrates 
the strong support that is given directly to many 
businesses, and indirectly to all, by the phenom- 
enal construction activity that is now under way. 

Final estimates of the Department of Com- 
merce place the number of new dwelling units 
started in 1949 at the new all-time high of 1,019,- 
000. The record was due to the unseasonally 
high volume of building in the last three or four 
months of the year, and the momentum is carry- 
ing into 1950, for residential contract awards in 
the first three weeks of January were 129 per 
cent greater than in the same period last year, 
according to the Dodge reports. These houses 
have to be equipped and furnished. New streets 
and new services — utilities, stores and schools — 
have to be provided for them. These demands 
have been powerful influences supporting and 
prolonging the recovery. 


Automobile Output Cut 

Automobile output has been cut some 30,000 to 
35,000 cars a week by the strike against Chrysler. 
The Chrysler management is ready to provide 
for its employes $100 a month total pension and 
old-age insurance benefits upon retirement, which 
conforms to the pattern set in the steel and other 
cases, and which was the main issue in the nego- 
tiations. Hence most observers would conclude 
that the strike is over matters which to the work- 
ers must seem of little consequence as compared 
with their loss of pay, and that it will rapidly 
become unpopular with them. Nevertheless, the 
unions strive to break old patterns and set new 
ones, and its duration is unpredictable. When it 
ends, automobile assemblies will rise again, prob- 
ably to all-time record levels. The confidence of 
the manufacturers in the strength of their mar- 
ket next Spring is undiminished. 


Steel producers are hard pressed to satisfy 
current demand and at the same time make good 
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the shortages in working stocks caused by the 
strike last Fall. Textile mills are running on good- 
sized unfilled orders, and in some lines forward 
orders booked in January have added to the back- 
logs. 

, The Coal Situation 

The position of the industries as described 
seems to promise a further rise in production, 
but whether the promise is realized now depends 
upon the coal supply. The first effect of coal 
shortage on the steel industry appeared in a 
small downturn in operations during the last 
week of January. Passenger service on coal- 
burning railroads has been curtailed. The elec- 
tric power companies, fortunately, are mostly 
well stocked with coal, but among manufactur- 
ing and domestic consumers shortages are immi- 
nent. 

The best assurance that coal shortages will 
not become so acute as to paralyze industry is 
that the country cannot endure a breakdown of 
production and transportation, and cannot tol- 
erate policies and practices which would cause it. 
The law recognizes that the public interest is 
paramount and provides for its protection when 
it is endangered. Unless Mr. Lewis brings about 
a resumption of full time mining himself, Presi- 
dent Truman may properly be expected to take 
action to bring it about, as far as recourse to law 
can do so. On January 31 he asked miners and 
operators for a seventy-day full production 
“truce”, while a fact-finding commission to be 
appointed by him investigates and reports. 

Of course the fundamental questions raised 
by the coal situation will remain even if mining 
is resumed promptly. The main question is 
whether a labor union monopoly, with all the 
power to disregard the public interest that goes 
with it, should be permitted to exist, and if so 
how it should be regulated and its power 
abridged. The second question is whether the 
specific acts and policies of the union are toler- 
able. 

The Three-Day Mine Week 

In all labor history there have been few parallels 
for the action of Mr. Lewis in requiring the bitu- 
minous mines to operate on a three-day week, 
regardless of the prerogatives of management 
and of the variations in the operating and mar- 
keting conditions and the cost of production of 
the separate coal companies. It is undeniable that 
the bituminous coal markets in recent months 
would not have absorbed full production by 
every possible producer — although that is a situ- 
ation for which Mr. Lewis, by constantly forcing 
up costs and prices, bears considerable responsi- 
bility — but it is very much in order to ask by 
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whom the curtailment should have been made 
when curtailment became necessary. . 

In free competitive markets the producer who 
has to shut down is the high-cost producer who, 
as demand slackens and prices soften, finds that 
he can no longer compete with better situated 
and more efficient rivals. If the public interest is 
to be served and industry is to continue strong 
and healthy, this is precisely where the curtail- 
ment should occur. For it means that the com- 
panies which serve the public best in terms of 
quality, price or convenience, will get the public's 
business. Other things being equal, production 
will be in the hands of those with the lowest 
costs. Under this system the incentive is to re- 
duce costs and improve productive efficiency, in 
order to gain public patronage and to hold a 
strong and secure position in the market. In- 
vestment in machinery and equipment and su- 
periority in management are rewarded. 

From the standpoint of the public interest. 
the steady lowering of the real cost of produc- 
tion, in order to make more and better goods 
more cheaply in terms of energy and effort, is the 
source of all economic progress and all improve- 
ments in living standards. Any action which de- 
crees that curtailment and adjustment of pro- 
duction, when necessary, shall be made equally 
by all producers, irrespective of their abilities 
and costs, strikes at the heart of progress. 


Too Many Miners 

Both management and the unions concede that 
there are too many coal miners trying to make 
a living out of the industry for its present market. 
But Mr. Lewis says, “If we are going to starve. . . 
we will just all starve together.” Mr. George H. 
Love, for the operators, says on the other hand 
that while there are too many pick and shovel 
miners there are not enough skilled workers for 
mechanized mines. He says, “We need to get 
away from the old type mine, put in more and 
better machinery ...” Of course modern mines 
can pay higher wages. But the benefits of better 
management and equipment will be lost in great 
part if the mines enjoying them have to curtail 
to let poorer mines operate. Under such condi- 
tions the incentive to mechanization will disap- 
pear, the improvement of productivity will dry 
up, and the ability of producers to keep coal 
prices abreast of those of competitve fuels will be 
further weakened. 

The coal industry is not the only one which 
is concerned with these principles. Since colonial 
days the number of persons engaged in agricul- 
ture relative to the rest of the population has 
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been reduced by the movement of people from 
the farms to work in the industries and services. 
If this shift had not occurred, the result would 
have been a constant and aggravated over-pro- 
duction of farm products and the sharing of an 
inadequate income by an excessive number of 
people, which would be a sharing of misery. At 
the same time the growth of the industries and 
services, which has depended upon the move- 
ment of people into them from the farms, would 
have been impossible. Many of the present gov- 
ernment farm programs embrace this basic error. 
They hold umbrellas over inefficient producers. 
To avert market gluts they require efficient pro- 
ducers to curtail equally with the inefficient, and 
in some cases more. 

In the coal situation the issues and principles 
are fundamental. Assuming that Mr. Lewis, since 
coal stocks have been reduced to a point where 
he feels he has recaptured his bargaining power, 
will now bargain in good faith, he should not be 
allowed again to usurp the function of manage- 
ment to the extent of saying how many days a 
week a given mine is to be allowed to operate. 


Influences for Caution 

Apart from the possibility that strikes may dis- 
rupt the industries, any tendency toward pessi- 
mism in business usually relates only to the 
longer view. In some quarters there is fear that 
inventories will again be built up excessively. 
Possibly this is a danger in a few consumers’ 
goods markets, for considerable swings, based 
largely upon rising and falling inventories, seem 
to be inherent in the nature of some of these 
industries. In general, however, both merchants 
and industrial buyers continue to follow con- 
servative policies. The National Association of 
Purchasing Agents says its members are gen- 
erally holding their coverage to 90 days, with 74 
per cent not buying beyond 60 days, and that in 
most commodities the supply and price outlook 
makes longer coverage unnecessary. In mer- 
chandising the pressure of rising costs is a pow- 
erful influence directing emphasis toward closer 
inventory control and increased turnover. 

Estimates of the longer outlook in themselves 
induce caution. Business expenditures on plant 
and equipment are in a mild downtrend. Some 
shrinking of exports seems in prospect. Most 
forecasters, governmental and private, expect a 
decline in farm income. During January the 
McGraw-Hill Publishing Co. has published the 
results of its annual survey of plant and equip- 
ment expenditures, which indicates a drop of 
18 per cent in 1950 as compared with 1949. This 
is a moderate decline, and it can refer only to 


present intentions; it is quite conceivable that 
programs will be expanded if the business news 
of the next three months turns out as excellent 
as it may. Nevertheless, the three influences 
cited will tend to maintain a degree of conserva- 
tism from which the general situation will bene- 
fit. 


Federal Budget and Tax Proposals 


The country now has before it the Administra- 
tion’s budget of government receipts and expen- 
ditures for the fiscal year ending June 30, 1951, 
together with its proposals for reducing certain 
excise taxes, removing “inequities” in the tax 
structure, and turning the tax screws a little 
tighter on the corporations and on gifts and es- 
tates. Briefly stated, what the President’s recom- 
mendations add up to is more spending and 
taxing, and still another year of an unbalanced 
budget. 


In transmitting the budget to the Congress, 
the President described it as 
an expression, in financial terms, of the actions this Gov- 
ernment can and should take at this time to build toward 
economic growth and the expansion of human freedom, 
in our own country and in the world. 

Put more bluntly, this is the bill that has to be 
paid for one year of carrying out the “actions” 
and programs outlined in the President’s State 
of the Union message and his Economic Report. 


This bill for government services comes to an 
estimated $42.4 billion—less than $1 billion 
under the estimated cost for the current fiscal 
year ending in June, and otherwise the biggest 
since the fiscal year 1946, which included ‘a 
month and a half of actual shooting war. 


The President expects revenue receipts to 
reach $37.3 billion at existing tax rates, or about 
half a billion under those estimated for this fiscal 
year. Compared, however, with planned ex- 
penditures, even these enormous receipts — 
amounting to more than seven times those of 
1939 — fall far short of promising a balanced bud- 
get. With the indicated excess of expenditures 
over receipts aggregating $5.1 billion, the coun- 
try faces its third successive year of deficit financ- 
ing, the 1951 figure comparing with an estimated 
$5.5 billion this year, and an actual $1.8 billion 
in fiscal °49. 

In these circumstances, the President’s recom- 
mended increase of $1 billion net in ordinary tax 
revenues constitutes hardly more than a gesture 
towards halting the succession of Treasury defi- 
cits and rise of ihe public debt. In fact, deficit 
financing, as the long-term table shows, appears 
now to have become chronic. In only two of the 
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twenty-one fiscal years, 1931-1951 inclusive, has 
the Federal Government — despite the steep in- 
crease in taxes — been able to live within its in- 
come. During that period the public debt will 
have been increased from $16 billion to an esti- 
mated $264 billion, or by more than sixteen times. 
United States Government Budget Receipts, Expenditures, 


and Public Debt, 1914-1951 
(In Millions of Dollars) 











Year Total Total Net Sur- Public 
Ended Net Net Expen- plus or Debt 
June 30 Receipts ditures Deficit June 30 
, a $3 785 $ 0 $ 1,188 
1915 698 761 — 63 1,191 
1916. 783 134 + 48 1,225 
1917 1,124 1,978 — 853 2,976 
1918. ek 3,665 12,697 — 9,032 12,244 
, 5,152 18,515 —13,363 25,482 
| _—_—_ RRNEA 6,995 6,403 + 291 24,299 
1921 5,625 5,116 + 6509 28,977 
1922. 4,109 8,373 + 736 22,963 
1923 a 3,295 + 1718 22,350 
1924. 4,012 3,049 + 963 21,251 
1925. 3,780 3,063 + TIT 20,516 
1926. 3,963 3,098 + 865 19,6438 
1927 4,129 2,974 + 1,155 18,512 
1928. 4,042 3,103 + 939 17,604 
1929. 4,083 3,29 + 1784 16,931 
1980. 4,178 8,440 + 788 16,185 
1931 3,190 8,652 — 462 16,801 
|| EC 4,741 — 2,735 19,487 
on 2,080 4,681 — 2,602 22,539 
 —— aT 3,116 »745 — 3,630 27,053 
1935... 3,800 6,592 — 2,791 28,701 
1936. wenn 4,116 541 — 4,425 33,779 
| ECE 5,029 8,706 — 2,777 36,425 
19388. 5,855 7,031 — 1,177 37,165 
19389. 5,103 8,966 — 3,862 40,440 
1940... nhtiine »296 9,206 — 3,910 42,968 
co sien 7,227 13,387 — 6,159 48,961 
2082......... 12,696 34,187 —21,490 72,422 
|, rE 79,622 —57,420 136,696 
1944 43,892 95,815 —51,423 201,008 
1945. . 44,762 98,703 —53,941 258,682 
1946.......... 40,027 60,703 —20,676 269,422 
1947. 40,043 39,289 + 1754 258,286 
1948 42,211 38,791 + 8,419 252,292 
re a 40,057 — 1,811 252,770 
1080 Bat. nn...  97;768 43,297 — 5,533 258,400 
1951 Est. 87,306 42,439 — 5,133 263,800 








Net receipts since 1939 shown after deducting tax refunds. 
Expenditures for international aid distributed on basis of 
actual disbursements, 


All this is exclusive of receipts and expendi- 
tures of the social security and other government 
trust funds, handled outside the regular budget, 
which would rise sharply under the proposed 
legislation for broadening and liberalizing the 
old-age insurance program and for inaugurating 
a new program of medical care insurance. The 
total of these extra budgetary outlays would, if 
approved by the Congress, reach $5.9 billion in 
fiscal ’51, establishing a new high but for the in- 
clusion this year of the non-recurring $2.8 billion 
refund being paid to veterans from the veterans’ 
life insurance fund. 

At the same time, trust fund receipts, including 
social security taxes which are largely in excess 
of social security benefit payments at the present 
time, would, under the program, rise by $2 bil- 
lion next year to a new high total of $6 billion. 


A Perilous Trend 


The question is, where is all this taking us? 
Though already the burden of taxation on the 


American people and on business is so great as 
to discourage incentive and seriously threaten 
the availability of risk capital for enterprise, yet 
the President proposes still more government 
spending and taxing. 

Though the country is riding high on the wave 
of prosperity when, by all the rule books, the 
Government ought to be showing a surplus of 
revenue and paying off debt, yet the budget re- 
mains unbalanced and the debt gets bigger and 
bigger. 


Clearly, we are embarked on a perilous course. 


Where the Money Goes 


In the following table we give the estimated 
expenditures for fiscal ’51 by major classifications 
listed in the budget, together with the original 
and latest estimates for fiscal 50 and the actual 
expenditures for fiscal 49. The table is divided 
to show expenditures often referred to as for 
“war and aftermath of war”, as distinguished 
from those for all other purposes. 

U. S. Budget Expenditures by Major Programs 
(In Millions of Dollars) 



































Est. 1950 Est. 

1949 Jan. ’49 Jan. ’50 1951 

National defense $11,914 $14,268 $13,148 $18,545 
Veterans’ services, benefits... 6,669 5,496 6,905 6,080 
Interest on public debt... 5,852 5,450 5,725 5,625 
International affairs 6,462 6,709 5,964 4,711 
Subtotal—natl. defense, etc. 30,397 31,923 31,742 29,961 
Social welfare, etc. 1,907 2,358 2,297 2,714 
Natural resources 1,512 1,861 1,845 2,218 
DO oy 1). 4), 2,512 1,662 2,671 2,206 
Transp., communication ... 1,622 1,586 1,894 1,682 
Housing development 282 388 1,006 1,329 
General government os 1,170 1,224 1,223 1,267 
Education, and research......... 70 414 125 434 
Labor 193 187 219 243 
Finance, commerce, industry 120 107 225 212 
Reserve for contingencies... ae 150 50 175 
AGZUStMENE  ceerveerrras f 272 aes pean sais 
Subtotal—all other 9,660 9,985 11,555 12,478 
Total expenditures wee $40,057 $41,858 $48,297 $42,439 





It will be seen that, as the President points 
out, estimated expenditures next year for “war 
and aftermath” come to some $30 billion, or 71 
per cent of the total budget. This represents a 
decline of $1.8 compared with expenditures now 
estimated for this year, and reflects the tapering 
off of the foreign aid program and drop of some 
$800 million in estimated payments to veterans. 
It will be observed, however, that this year’s ex- 
penditures for veterans are turning out to be 
considerably above those contemplated in the 
budget a year ago, due partly to Congressional 
action in upping benefits and in rejecting cer- 
tain economies recommended by the President, 
notably the cutting back of unneeded hospital 
construction. 

Perhaps the most signal achievement revealed 
by the table is the success of Secretary of De- 
fense Johnson, supported by the President, in 














holding down the national defense budget against 
terrific pressures. Reflecting progress toward uni- 
fication and vigorous action taken to improve 
efficiency and lower costs, the Secretary accom- 
plished a slash of more than $1 billion in defense 
outlays this year from the original budget esti- 
mates. These economies, which included the re- 
lease of some 140,000 civilian employes of the 
defense establishment since last Summer, were 
brought about, the Secretary said, without loss 
of military efficiency. They bear out the findings 
of the Hoover Commission as to the need for a 
great deal of tightening up in the military ser- 
vices, and are an effective answer to those who 
take for granted the untouchability of any ex- 
penditure labelled national defense, veterans, 
etc. 


Although the national defense budget for ’51 
is $400 million higher than the revised estimate 
for this year, the increase is due in part to the 
payment of certain earlier authorizations. Secre- 
tary Johnson has pointed out that were it not for 
the economies recently instituted, the budget for 
‘51 would be at least $1.5 billion higher. 


Other Costs Rising 
Expenses other than those for “war and af- 
termath” amount to $12.5 billion for fiscal ’51, 
or about 29 per cent of the total budget. There 
has been a repeated tendency in budget mes- 
sages to emphasize how the budget is “domi- 
nated” by the requirements of paying for past 
wars and achieving peace in the future, and — 
by contrast — to minimize the scope of the gov- 
ernment spending for all other purposes. The 
fact is that not only is the latter far more than 
the entire budget before the war, but it is in this 
area that the upward trend of expenditures has 
been most pronounced. The accompanying table 
and chart reveal the trend since 1947: 
U. S. Government Expenditures Other Than Those 
Related to War, by Fiscal Years 
(In Millions of Dollars) 














1951 Est. 


As the previous table of expenditures by major 
programs reveals, every main classification in this 
“all other” group shows for ’51 increases over the 
original budget estimates for 50, and all but 
three show increases over the revised estimates 
for 50. The two principal exceptions are Agri- 
culture, and Transportation and Communication; 
and even these two are highly problematical. 


The indicated decrease for Agriculture from 
the record $2.7 billion outlay this year is predi- 
cated on the assumption that the cost of support- 
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U. S. Government Expenditures Related to War, and All Other 
Expenditures, by Fiscal Years. 


ing prices of farm products will be $600 million 
less next year, but it is admitted that actual out- 
lays will depend upon the weather, changes in 
domestic and foreign demand, and other factors 
difficult to forecast accurately. In fact, the Con- 
gress is now being asked to increase the author- 
ized borrowing capacity of the Commodity 
Credit Corporation by an additional $2 billion 
to a total of $6% billion. The Congress is also 
being asked to put into effect the Brannan plan, 
the cost of which is unknown and may be astro- 
nomical. 

The indicated decrease for Transportation and 
Communication presupposes that the Congress 
will grant the requested rise in postal rates to 
yield additional revenues of approximately $395 
million annually. Unless this is done, the total, 
which includes the postal deficit, would rise to a 
new postwar high. 

The biggest increase is in expenditures for 
housing developments, which in two years have 
skyrocketed from $300 million to $1.3 billion an- 
nually. This reflects mainly the expansion in 
outlays by the Federal National Mortgage Asso- 
ciation (subsidiary of the Reconstruction Finance 
Corporation) for the purchase of home and rental] 
housing mortgages, made through private lend- 
ing institutions and guaranteed by the Federal 
Housing Administration or the Veterans Admin- 
istration. 

The purpose of this program was to provide 
a secondary market for mortgages in order to 
aid veterans and others in the financing of new 
homes. Theoretically, the F.N.M.A. is supposed 
to provide just a “temporary” market, on the 
revolving fund principle, but actually it hasn't 
worked out that way, and this government 
agency has become a dumping ground for mort- 
gages which private lenders don’t want to hold, 
either because they are of doubtful character or 
because —in the case of veterans’ guaranteed 
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mortgages — the 4 per cent rate set by the Vet- 
erans Administration is out of line with the 
market. 

Already the Government has more than $1.6 
billion of the taxpayers’ money tied up in these 
mortgages, and because the present authorized 
commitment of $2.5 billion may prove to be not 
enough, the President is asking for $750 million 
more. At the same time the Administration is 
pressing a bill before the Congress for still an- 
other program — “middle-income housing” — that 
proposes setting up another government con- 
trolled corporation to make loans to middle- 
income cooperatives at still lower rates — 2% per 
cent — to the extent of $2 billion over a period 
of years. All this is exclusive of the continuing 
programs for slum clearance, low-rent housing, 
farm housing, and housing research costing mil- 
lions of dollars annually in government subsidies. 
This is at a time when spending for housing, 
public and private, is booming. 


Impediments to Budget Control 


In justice to the President, it should be pointed 
out that the budget message contains many evi- 
dences of consciousness of the need for eliminat- 
ing waste in government and for keeping total 
expenditures down. The pressures from all quar- 
ters for more spending are terrific. Anyone 
familiar with Washington can well appreciate 
the President's statement that preparation of the 
budget “has made necessary the denial of re- 
quest after request for additional funds which — 
taken by themselves and in the judgment of 
particular groups affected — are highly meritori- 
ous.” 

Yet the budget remains big, and threatens to 
get bigger. 

The reasons for this, we suggest, fall into three 
main categories. 

1. The large elements in the budget which 
are controlled by existing legal and contractual 
commitments. This includes such items as inter- 
est on the public debt, veterans’ pensions and 
benefits, and federal grants to the States under 
various programs, 

Moreover, here we see the cumulative effect 
of the practice of initiating programs which call 
for deceptively low “down payments” to begin 
with, but which mushroom automatically as time 
goes on. 

2. The heavy demands on the Administration 
and on the Congress to spend more money, or 
resistance to specific proposals for budget cut- 
ting, emanating from the public itself, as all sorts 
of pressure groups seek to promote or protect 


their own selfish interests. Too often this in- 
cludes business groups which on other occasions 
are loud in their denunciation of “governmental 
extravagance.” As Admiral Forrest P. Sherman, 
Chief of Naval Operations, recently remarked, 
taking two destroyers out of the active fleet and 
putting them in “mothball storage” is a simple 
task compared to “closing one of two Navy yards 
in the same State” because of civilian protests 
resulting from actions of the latter type. 


8. By far the most important obstacle to gov- 
ernment retrenchment, however, lies in the phi- 
losophy running through the budget message 
that large government expenditures are them- 
selves an essential element in developing eco- 
nomic progress and promoting the welfare of the 
people. 

Though the President, in his budget message, 
stresses the need for cutting unnecessary costs, 
yet even in this time of prosperity when, if ever, 
the economy should be able to stand on its own 
feet, he is fearful lest “irresponsible and short- 
sighted” budgetary action contribute to a “de- 
cline in production and employment.” He warns 
against “sharp and arbitrary” changes in govern- 
ment programs that “may cause serious damage” 
to parts of the economy. 


The dilemma of the President is clear—a 
dilemma of wanting to contro] the budget and at 
the same time of wanting to use it as an instru- 
ment for economic expansion and for distribut- 
ing benefits to the people. At one point he is 
“confident” that his fiscal recommendations will 
result in reduction of expenditures and achieve- 
ment of a balanced budget “in the next few 
years”. At another he asserts that “federal ex- 
penditures are themselves of fundamental im- 
portance in our prospects for steady economic 
growth”, and that “this budget (with its $5.1 
billion deficit for next year ) is not only consistent 
with an expanding economy, but will make a 
substantial contribution to that objective.” 


Unfortunately, the two doctrines don’t mix. So 
long as the latter governs budgetary action, 
hopes for economy are bound to take a back seat. 
With the determination of public affairs in the 
hands of those who regard big government 
spending as a virtue, the way is open to indulge 
in extravagances that a nation can ill afford. 

How long we can keep this up without precipi- 
tating a crisis of some kind is impossible to say. 
Already a danger signal is flashing when we can- 
not balance the budget even in prosperous years. 
Of one thing we can be certain, persistence in 
— fiscal practices will bring retribution in the 
end. 
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Credit Powers and Inflation Control 


The question whether the Federal Reserve 
needs more powers, or simply more freedom and 
willingness to use already existing powers, again 
has been laid before Congress — as it has in every 
year since the war. Among the legislative recom- 
mendations included in the President’s annual 
Economic Report, released January 6, were pro- 
posals for giving the Federal Reserve Board 
broader powers to raise bank reserve require- 
ments “in a period of inflation.” The President 
also asked Congress to put back in force, as a 
permanent measure, the Board’s wartime powers 
to regulate instalment credit. A few days later, 
on January 13, the Douglas Subcommittee, which 
had conducted a study of monetary, credit, and 
fiscal policies during the Congressional recess, 
came out with its report. This report endorsed 
some extensions of Federal Reserve power but 
placed its primary emphasis on greater vigor and 
flexibility in the use of already existing powers. 

What the President’s Economic Report had to 
say on the question of new credit powers was 
comparatively brief: 

To carry out the purposes of the Employment Act, the 
Government should be equipped, as a permanent matter, 
with the minimum tools necessary to control the basic 
factors of credit expansion. 

To eliminate the competitive disadvantages of Federal 
Reserve membership, the authority of the Board of Gov- 
ernors of the Federal Reserve System over bank reserve 
requirements should be revised. The Board should have 
broader powers than it now has to increase bank reserve 
requirements in a period of inflation. This would be a 
protective measure for the entire banking system, and 
accordingly should be applicable to all banks insured by 
the Federal Deposit Insurance Corporation. 


The Board’s authority over instalment credit ended 
last June. Since that time the excessive relaxation of 
instalment terms offered to consumers has demonstrated 
the need for a restoration of the Board’s authority. 

What this amounts to, in the main, is a re- 
statement of the additional credit powers re- 
quested for the Federal Reserve Board in August, 
1948 when the Congress was called into an 
emergency session to take up, among other 
things, a variety of controls for combatting in- 
flation. Then the extra credit powers were asked 
on an emergency basis. The powers, partly used, 
lapsed on June 30, 1949 when price declines and 
credit contraction indicated that the 1948 infla- 
tion surge was ended. Now the similar request 
for new credit powers is made on a permanent 
basis. 





Inconsistencies of Policy 


In light of the general tone of the President's 
messages, the request for new credit powers to 
deal with inflation came as something of a sur- 


prise. The general theme was one of maintain- 
ing plenty of purchasing power and a plentiful 
supply of credit. Passing mention was made, in 
the Economic Report, of the rise in instalment 
credit to a new postwar peak during 1949 with 
an increase of more than 60 per cent in auto- 
mobile instalment credit. But no concern was 
expressed over the much greater rate of expan- 
sion, to much higher peaks, in another kind of 
“instalment credit” —home mortgage financing 
—which government policy is directed toward 
continuing if not accelerating. A citizen is justi- 
fied in‘ wondering why, if the “easy payment 
plan” is good for acquiring a home, it is not just 
as good for buying a car to put in the garage and 
a refrigerator to put in the kitchen. Another seem- 
ing conflict of policy is involved in the proposals 
that, while private lenders may possibly need 
new curbs, via reserve requirements, lending 
powers of government agencies need to be en- 
larged. 
The Open Market Power 

There should be no disagreement on the 
principle of having adequate powers at the dis- 
posal of the Federal Reserve authorities. It is, 
significantly, the common record in Europe that 
effective restraints on inflation have required 
central banks to control, cut off or reduce, access 
to their credit-creating powers, to let interest 
rates rise and bond prices decline, to encourage 
savers and discourage borrowers. The same prin- 
ciples apply here. This is no more than to recog- 
nize that a central bank is a potent instrument 
of expansion in money and credit. Out of its very 
nature, a central bank is under a continuing 
obligation to exercise restraint. 

In its final report, the Congressional Subcom- 
mittee on Monetary, Credit, and Fiscal Policies 
wrote: 

The essential characteristic of a monetary policy that 
will promote general economic stability is its timely 
flexibility. To combat deflation and promote recovery, 
the monetary authorities must liberally provide the bank- 
ing system with enhanced lending power, thereby tending 
to lower interest rates and increase the availability of 
credit. To retard and stop inflation they must restrict 
the lending power of banks, thereby tending to raise 
interest rates and to limit the availability of credit for 
private and Government spending. And these actions 
must be taken promptly if they are to be most effective. 

These considerations make Federal Reserve 
open market operations, supplemented as neces- 
sary by changes in discount rate charged mem- 
ber banks on advances, the natural instrument 
for prompt action and fine shadings of Federal 
Reserve policy. When the Federal Reserve Banks 
sell government securities in the open market 
they absorb money available for lending or in- 
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vesting in other ways. When they buy they put 
money in the market that becomes available for 
lending or investing. 


Affects All Lenders and Borrowers 


The Federal Reserve authorities have an 
enormous power in the $17 or 18 billion gov- 
ernment securities they hold in their open market 
account. The effective exercise of the open mar- 
ket power affects all borrowers and all lenders 
just as a stone thrown into a pool sends out 
ripples in all directions. The open market power 
is a general power and it is one uniquely suited 
to our democratic institutions because it is an im- 
personal power. The quality of generality, cur- 
iously, is the very one that has made the Federal 
Reserve authorities extremely circumspect in the 
use of the open market power for cutting down 
the supply of credit. For the U. S. Treasury, 
among other borrowers, finds it a little harder 
and a little more expensive to borrow when the 
Federal Reserve uses open market policy to put 
brakes on credit. Government bonds, of the 

es traded in the open market, as well as other 
bonds, tend to decline in price. 

During the war emergency, the Federal Re- 
serve bought and sold government securities to 
keep their prices on an even keel, and to insure 
the success, on a pre-arranged pattern of interest 
rates, of the Treasury's enormous borrowing 
operations. In the postwar years the authorities 
have continued to be preoccupied with running 
the government securities market and in 1948, 
when inflation was the major concern, bought up 
billion after billion of long-term government 
bonds to peg their prices at or safely above par. 

The pervasive generality of the open market 
power, and its strength, have received abundant 
testimonial in explanations Federal Reserve offi- 
cials have given for not slowing up their pur- 
chases of government bonds during 1948. For 
example, Federal Reserve Board Chairman Mc- 
Cabe, in a statement before the Senate Banking 
and Currency Committee on May 11, 1949, said: 
“I am convinced that we could not have aban- 
doned our support position during this period 
without damaging repercussions on our entire 
financial mechanism as well as seriously adverse 
effects on the economy generally.” (Italics ours. ) 

A majority of the Federal Reserve Bank presi- 
dents, in statements to the special Congressional 
Subcommittee last Fall, favored “a more restric- 
tive monetary and debt management policy” than 
was actually undertaken in 1946-48. But they 
expressed themselves as being fully conscious of 
“widespread repercussions throughout the econ- 


omy” if they had bought fewer government 
bonds and allowed their prices to decline. There 
was no question of power but of willingness to 
take risks involved in the use of power or even 
in ceasing to exert inflationary pressure. 

If the open market power is so general in its 
effects —and no one has denied that — where 
then do reserve requirements come in? What is 
the necessity for giving the Federal Reserve 
Board, as the President suggests, additional pow- 
ers to raise reserve requirements of member 
banks and new powers to regulate the reserve 
requirements of F.D.I.C. insured banks that are 
not members of the Federal Reserve System? 


What Are Reserve Requirements? 

It is proper to ask the question, What are re- 
serve requirements? Why does the Federal Re- 
serve Board need more powers to raise them, 
and power to impose them on banks which are 
not members of the System? 

Any bank has to have substantial cash reserves, 
because a bank, to be a bank and stay in business 
must be able to meet withdrawals by depositors, 
and to meet foreseeable loan demands from cus- 
tomers. Bank lending and investing policies are 
powerfully influenced by the amount of reserves 
they hold — paper currency, coins, and deposit 
balances with other banks—and the terms on 
which additional reserves can be borrowed. 
Hence the power of Federal Reserve open mar- 
ket operations and discount rates. 

Holding sufficient reserves, to meet both legal 
requirements and customer requirements, is a 
basic precept of sound banking. Up to now, 
the responsibility of keeping certain minimum 
amounts of reserves on deposit with the Federal 
Reserve Banks has not been a deterrent to wide- 
spread membership in the Federal Reserve Sys- 
tem. All the member banks, 6,901 in number, 
have 85 per cent of the total deposits of all com- 
mercial banks in the country. This percent- 
age has never been higher. Nonmember banks 
run to 7,250 but are generally much smaller 
institutions. Of these, 6,517 have voluntarily 
affiliated themselves with the Federal Deposit 
Insurance Corporation. It is this group which 
the President would make subject to the Federal 
Reserve Board's reserve requirement powers. 

The System has grown by free choice of State 
banks to participate in advantages and disadvan- 
tages as they see them. For the numerous small 
nonmember banks the tie-in to the Federal Re- 
serve System comes through correspondent banks 
in larger cities. Some of these banks, probably, 
would not be able to carry substantial idle funds 
with the Reserve Banks and still earn enough 
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income to justify continuance in business. They 
doubtless serve useful functions in their com- 
munities. It would be an unwarranted impeach- 
ment of State and F.D.1.C. supervision to sug- 
gest that they are not safely conducted. 

Carrying reserves on deposit with the Federal 
Reserve Banks, instead of in some alternative 
form, in no way insures the safety of a bank. A 
bank that carries too much reserves, by choice or 
regulation, finds it difficult to earn a living for it- 
self, especially in these days of unprecedentedly 
cheap money. Higher reserve requirements, to a 
marginal bank, may make the difference between 
staying in business or liquidating. Under these 
circumstances, quite naturally, the proposal to 
make the Federal Reserve scheme of reserve re- 
quirements applicable to nonmember banks stirs 
opposition. 


The Case for Higher Requirements 


What is the case now for making bank reserve 
requirements higher? Chairman McCabe sug- 
gested in a statement of the special Congressional 
subcommittee that new power 
may be needed particularly to absorb excessive reserve 
funds of banks obtained from large gold inflows or return 
of currency from circulation, and perhaps also from Fed- 
eral Reserve purchases of Government securities in main- 
taining orderly markets. Although the Federal Reserve 
now holds about $17,000,000,000 of Government securi- 
ties which might be sold to absorb reserves arising from 
inflows of gold or currency, these inflows could over a 
period of years be so large as to deplete the System’s 
resources to below a reasonable operating level. 

Only by a wide stretch of imagination could 
it be argued that the $17 billion portfolio of 
government securities (currently nearer $18 bil- 
lion) the Federal Reserve Banks now hold, to 
which can be added a $2% billion power to raise 
reserve requirements under the existing law, 
might be inadequate to offset gold inflow from 
abroad or a reduction in currency circulation in 
this country. There are no visible currents point- 
ing to such developments even over a long period 
of years. Gold inflow, which amounted to $1% 
billion in 1948, dried up in 1949, and in recent 
months has been replaced by an outflow. There 
are no obvious sources of any great inflow par- 
ticularly since nations overseas are striving to 
protect and enlarge their reserves. Currency 
circulation here continues to fall off, as it has 
since the war, but at a comparatively modest rate 
of around $600 million a year. Existing powers 
are vast against any reasonable prospects of gold 
or currency inflows for years to come. 

The third contingency which Chairman Mc- 
Cabe mentions is a horse of a different color. 
Reserve requirements, he indicates, might have 
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to be raised to mitigate the inflationary effect of 
“Federal Reserve purchases of government 
securities in maintaining orderly markets.” This 
seems to suggest that the Federal Reserve en- 
visions a possible return to its self-defeating poli- 
cies of 1947-48 when the Reserve Board sought — 
and finally obtained for a temporary period — 
more powers to raise reserve requirements, in an 
endeavor to offset the inflationary effect of its 
vast purchases of government bonds. Allan 
Sproul, President of the New York Federal Re- 
serve Bank, pointed out the fallacy in this line 
of approach in answer to the Douglas Subcom- 
mittee’s questionnaire: 


. in my view a request for more powers was side- 
stepping the real issue, an issue which would have re- 
mained, and reemerged, once any new powers had been 
granted and put in operation. To have raised reserve 
requirements in an effort to lock up the new reserves 
created by support purchases would have been only 
the first step in a chain reaction. Banks would have 
sold more securities to the Federal Reserve in order to 
meet the higher requirements, while the attendant loss 
of earning assets (and other considerations) might have 
caused them to go on selling Governments in order to 
obtain funds for use in making profitable loans or pur- 
chasing non-Government securities. A further rise in 
reserve requirements would probably then have led to 
even more sales of securities to the Federal Reserve. 

Meanwhile, member banks alone would have carried 
the brunt of the attempted restraint, while many non- 
member banks and all other financial institutions could 
have gone on selling Government securities to the Federal 
Reserve (thereby adding, as well, to bank reserves) and 
making new loans and investments as long as they were 
available and attractive .. . 


It is doubtful . . . whether the increases in reserve 
requirements in 1948 did any more than cause the sale 
to the Federal Reserve banks of an equivalent amount of 
Government securities — sales which presumably would 
not have occurred if it had not been for the increase in 
reserve requirements themselves. 


A Vital Lesson 

The Federal Reserve's postwar policies did not 
impress the Congressional Subcommittee on 
Monetary, Credit, and Fiscal Policies which gave 
them intensive study during the Congressional 
recess. The Subcommittee reached the conclus- 
ion that the Federal Reserve is powerless to 
restrict credit in general while supporting the 
government security market and for two stated 
reasons: 

(1) All holders of Governments, both individual and 
institutional, retain complete freedom to buy or to sell 
at will any or all of these securities, of which their hold- 
ings are tremendous. At their own option they may sell 
these securities to acquire money to spend for consump- 
tion, to finance capital purchases, or to lend to others. 
Any tendency for interest rates on private obligations to 
rise relative to those on Governments tends to induce 
investors to sell Governments in order to make funds 
available to private users. 
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And (2) in order to prevent yields on Governments 
from rising above any given level the Federal Reserve 
must stand ready to buy at those yields all the Govern- 
ment securities that others do not wish to hold. In this 
way all holders of Governments, not merely member 
banks, are given access to new money from the Federal 
Reserve. They get this money by selling Governments, 
and the cost of the money to them is the yield that they 
sacrifice on the securities sold. Thus for the Federal 
Reserve to maintain low yields on Governments by pas- 
sively purchasing them in unlimited quantities is to assure 
that money for other uses will continue to be cheaply 
available in large amounts. 


This is a concise statement of the chief lesson 
of Federal Reserve experience since the war. It 
needs to be burned into the consciousness of 
every banker, every legislator, and every govern- 
ment administrator, and in fact everybody else 
who is interested in economic stability in the 
United States. 


Deposit Insurance Changes 





Senator Maybank, Chairman of the Senate 
Banking and Currency Committee, has intro- 
duced a bill into Congress which would raise the 
limit of Federal Deposit Insurance coverage 
from $5,000 for any deposit account to $10,000 
and at the same time provide a formula under 
which, beginning with 1949, a portion of assess- 
ments levied upon insured banks may be rebated 
to them. This bill, which has the Administra- 
tion’s endorsement, recognizes that the current 
assessment rate is excessive in relation to the 
foreseeable needs of the Federal Deposit Insur- 
ance Corporation. Assessments paid in by in- 
sured banks since 1935 not only have covered all 
losses and expenses of the F.D.I.C. but also have 
enabled the Corporation to accumulate a surplus 
or reserve of more than a billion dollars for future 
contingencies. 


When the Federal Deposit Insurance Corpora- 
tion was first created, in 1933, the U. S. Treasury 
contributed $150 million as an original capital 
fund and the Federal Reserve Banks put in $139 
million. Since 1935, when a temporary plan was 
supplanted by the permanent plan, the insured 
banks have been assessed one-twelfth of one per 
cent of their total deposits each year. This rate 
gave the Corporation a total assessment intake, 





Federal Deposit Insurance Corporation Record 


1933 - 1948 
Deposit insurance assessments*.... $904,300,000 








Investment and other income... 244,400,000 
STE DROID. oi csiitttrtnticiccis 1,148,700,000 
Deposit insur. losses and expenses 25,900,000 
Administrative expenses 56,900,000 82,800,000 
Net income added to surplus.._. $1,065,900,000 





*Excludes assessments levied for temporary plan, 1933-34, 
which were subject to refund. 


from 1935 to 1948, of $904 million. With invest- 
ment and other income of $244 million, total in- 
come ran to $1,148 million. This is nearly four- 
teen times the $83 million of losses experienced 
and expenses incurred over this period. 

Currently, assessments are running around 
$120 million a year, and, with investment and 
other income included, total income is close to 
$150 million a year. Administrative expenses are 
about $5 million a year and losses in the worst 
year so far (1939) were no more than $8 million. 

The quite negligible losses of the F.D.L.C. since 
its beginning are of course in good part a reflec- 
tion of prosperous business conditions over the 
greater part of the period in which deposit insur- 
ance has been in operation. But credit is also 
due to the effectiveness of the F.D.I.C. policy, 
adopted from the beginning, to reduce its risks 
by promoting sound operations of its insured 
banks. The tools have been careful examination’ 
of State nonmember banks and use of the Cor- 
poration’s powers to reorganize banks which get 
into trouble or to merge their sound assets and 
deposits into other banks. In this area, as else- 
where, the principle holds that “an ounce of pre- 
vention is worth a pound of cure.” 


The Assessment Rate 

The F.D.L.C. assessment rate has come up for 
increasing discussion as the reserve fund has ac- 
cumulated year after year. The Chairman of the 
F.D.LC., as early as 1940, when its resources 
were approaching $500 million, suggested that 
“it might be appropriate soon to give considera- 
tion to a reasonable reduction in the rate of 
assessment paid by banks.” The question was 
laid aside during the period of war, and wartime 
deposit expansion led the F.D.I.C. officials to 
double their conception of what an appropriate 
reserve would be. After the $1 billion mark had 
been reached, in 1947, the Congress, at the sug- 
gestion of the F.D.I.C., passed a law which halted 
further accumulation until the Government's 
$150 million capital stock, and the Federal Re- 
serves $139 million, had been redeemed, the 
funds being paid over in both cases to the U. S. 
Treasury. The Congress at the same time au- 
thorized the Secretary of the Treasury to lend to 
the F.D.LC., as required for insurance purposes, 
up to $3 billion. This gave the F.D.I.C. potential 
resources of $4 billion. The $289 million pay- 
ments to the Treasury were completed in 1948 
and at the end of that year, as the preceding table 
shows, the surplus or reserve was $65,900,000 
beyond the $1,000,000,000 target. 

Many bankers have favored suspension of as- 
sessments as long as the insurance fund exceeds 
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$1 billion. Not only does this amount seem more 
than adequate for any probable requirements, 
but the investment of this sum, built up out of 
past assessments, provides a return which is 
double the maximum of F.D.I.C. losses and ex- 
penses in any year since its start. Under this 
plan, assessments would be resumed whenever 
the reserve dipped under $1 billion. It would 
be a simple and automatic solution which would 
avoid need to review the question again in a few 
years’ time. 

The bill introduced by Senator Maybank, 
through a formula, would allow a continued sub- 
stantial growth in the reserve. The assessment 
rate and collections would be unchanged and 
amounts needed to cover F.D.I.C. expenses and 
losses would be charged against them. Three- 
fifths of any amount left over, after the close of 
any year, would be refunded to the insured 
banks in proportion to the assessments levied 
upon them. Two-fifths of the excess, along with 
interest and other income would continue to en- 
large the reserve fund. With a continued favor- 
able loss experience, the insured banks could, 
under this formula, obtain at least a partial relief 
from a charge which has proven to be higher 
than necessary and which has reduced the ca- 
pacity of the banks to strengthen their own capi- 
tal funds. The Maybank bill would also make 
some technical improvements in the law, defin- 
ing “deposits” more clearly and the responsibility 
of insured banks to the Corporation. 


The Insurance Limit 


One other step, favored by many smaller 
banks, has been an increase in the deposit insur- 
ance limit, for any single depositor, from the 
present $5,000 to $10,000, and such a provision 
is included in the Maybank bill. Any shift to- 
ward acceptance by the F.D.I.C. of legal responsi- 
bility for insuring all deposits, without restric- 
tion, meets strong objections. The F.D.1.C. was 
designed primarily for the protection of the great 
numbers of small depositors. Deposits above 
$5,000 are not small deposits. Moreover, the need 
to command confidence to get deposits is a fun- 


damental principle of sound banking. Legislation 
should not be framed which weakens the incen- 
tive to bankers to manage their affairs well in 
order to gain, hold, and strengthen the confidence 
of the depositor. This principle is recognized by 
moderate sized banks as well as large ones. For 
example, Lon C. McCrory, President of the Citi- 
zens State Bank of Dalhart, Texas, in answer to 
the Douglas subcommittee’s questionnaire last 
Fall, expressed doubt as to the wisdom of a 
greater coverage than the present $5,000. “When 
deposits are insured,” he said, “it has a tendency 
to place all banks on an even footing so far as a 
choice by the customer is concerned.” 

The most plausible reason for doubling the 
deposit insurance limit is that the dollar has 
shrunk by nearly fifty per cent in purchasing 


_ power since 1934; thus $10,000 in 1948 dollars 


is not much more than the equivalent of $5,000 
in 1934 dollars. The number of accounts affected 
by the change would be fractional. Accounts not 
fully insured today (with balances in excess of 
$5,000) amount to only 4 per cent of total de- 
posit accounts in insured banks. The $10,000 
limit would leave 1% per cent not fully insured. 
Doubling the insurance limit would raise the 
F.D.1.C.’s potential liability from 45 per cent of 
total deposits in insured banks to 52 per cent. 
During the hearings on the bill there was gen- 
eral acceptance of the proposition that the assess- 
ment rate could and should be eased. Thomas 
B. McCabe, Chairman of the Federal Reserve 
Board, and A. L. M. Wiggins, former Undersec- 
retary of the Treasury and Chairman of the Bank 
of Hartsville, South Carolina, expressed the view 
that a more liberal relief from the assessment 
burden could be allowed with safety. Senator 
Vandenburg, a sponsor of the original F.D.LC. 
legislation, endorsed a reduction in the assess- 
ments but opposed the increase from $5,000 to 
$10,000 in the limit of insurance on any one ac- 
count. John W. Snyder, Secretary of the Treas- 
ury, and Maple T. Harl, Chairman of the 
F.D.1.C., approved both changes as proposed in 
the bill, which at this writing is still before the 
Senate Banking and Currency Committee. 
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